UNI TED STATES BANKRUPTCY COURT
For the Southern District of |owa

In the Matter of

PAUL M HOLLI NRAKE, Case No. 86-3294-C J
PATRI Cl A L. HOLLI NRAKE,

Debt or s.
PAUL M HOLLI NRAKE, Adv. Pro. No. 87-0008

PATRI Cl A L. HOLLI NRAKE,
Plaintiffs, Chapter 12
V.

FEDERAL LAND BANK OF QVAHA,
UNI TED STATES OF AMERI CA,
FEDERAL DEPOSI T | NSURANCE
CORPORATI ON (Recei ver of the
Peopl es National Bank and
Trust Conpany, Albia, |owa),
JAMES E. HUYSER, | OMNA COAL
M NI NG COVPANY, SUPERI OR COAL
COVPANY, STAR COAL COVPANY,
and HERTZ FARM MANAGEMENT,

I NC. ,

Def endant s,
and
FI RST NATI ONAL BANK CF
KI RKSVI LLE, Kirksville,

M ssouri ,

I nt ervenor.

ORDER ON MOTI ON FOR PARTI AL SUMVARY JUDGVENT,
MOTI ON FOR SUMVARY JUDGVENT,
CROSS MOTI ON FOR SUMVARY JUDGVENT

On January 14, 1987 Paul and Patricia Hollinrake filed an

adversary conplaint for turnover of property, to determne validity



of liens, to determne allowed clains and to void liens. The

Hol | i nrakes i nvoke 11 U. S.C. sections
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506, 543, 544, 551 and 552. The Federal Deposit |nsurance
Corporation (FDI C), Federal Land Bank (FLB) and Farmers Hone
Adm ni stration (FnHA) filed answers on January 26, 1987, Februarv 12,
1987 and February 19, 1987 respectively. Janmes Huyser, |owa Coa
M ni ng Conpany, Superior Coal Conpany and Starr Coal Conpany filed an
answer on February 17, 1987. On February 25, 1987 First Nationa
Bank of Kirksville, Mssouri (First National) noved to intervene
based upon its purchase of certain assets fromthe FDIC. The court
granted First National’s notion on February 27, 1987. First National
answered on March 4, 1987. On April 6, 1988 the court permtted the
FDIC to withdraw fromthe case since it had assigned its interest in
the matter to First National. The court also permtted Janes Huyser
and the coal conpanies to withdraw as di sinterested stakehol ders.

In their nmotion for partial summarv judgnment, the Hollinrakes
argue that their status as a hypothetical lien creditor under 11
U.S.C. section 544 gives thema superior claimto coal royalty
paynments ahead of the FmHA. The Hollinrakes further assert that the
avoided lien of the FnmHA is automatically preserved for the benefit
of the estate ahead of First National's lien pursuant to 11 U S.C
section 551.

First National resisted the Hollinrakes' notion. It also filed a
notion for summary judgnment arguing that an assignnent of royalties

executed by the Hollinrakes to First
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National's predecessor in interest and filed with the Iowa Secretary
of State gives First National a. superior interest in the royalties.

The FLB al so noved for summary judgnent. It maintains that its
interest in the royalties is superior by virtue of certain assignnent
| anguage contained in a nortgage executed by the Hollinrakes to the
FLB on Decenber 31, 1974.

The FnHA did not file a dispositive notion nor did it resist the
ot her parties' notions.

The parties have submtted these matters on affidavits,
statenents of undisputed facts and briefs. The Hollinrakes and the
FLB have submitted their val ue dispute on appraisals.

Fact ual Background

The debtors filed a petition for relief under Chapter 12 on
Decenber 15, 1986. The Hol linrake farm consists of 1999 acres
| ocated in Monroe County, lowa. Portions of the land are suitable
for row cropping and livestock grazing. The |and contains coal
deposits which were mned at one timne.

On Decenber 31, 1974 the Hol I inrakes executed and delivered a
note to the FLB in the anobunt of $300, 000.00. As of Decenber 15,
1986 the Hollinrakes owed the FLB $245,129.31. The note is secured
by a first nortgage on 1339 acres. "Rents" are included in the
granting clause of the nortgage. Paragraph 12 of the nortgage

provides in relevant part as foll ows:

(12) Assignnent of Proceeds of M neral Lease.



4

Mort gagors hereby transfer, set over, and convey
to Mortgagee all rents, royalties, bonuses, and
del ay noneys that may fromtine to tinme becone
due and payabl e under any oil, gas, or other

m neral |ease of any kind now existing or that
may hereafter cone into existence, covering the
above land or any part thereof.

The Hol | i nrakes and the FLB executed the nortgage on Decenber 31,
1974. The FLB filed the nortgage with the Monroe County Recorder on
January 17, 1975. The FLB did not file a financing statenment with
the lowa Secretary of State.

The Hol | i nrakes and Starr Coal Conpany executed a mining | ease on
June 6, 1980. The |ease provided that in exchange for the right to
m ne coal and other minerals on the Hollinrake farm the coal conpany
woul d pay the Hollinrakes certain royalties.

Bet ween Decenber 15, 1977 and May 10, 1985 the Hol Ii nrakes
executed and delivered a nunmber of notes to the FnHA. The notes are
secured by a nunber of nortgages subject to the FLB' s nortgage
interest. According to the FnHA' s proof of claimfiled February 19,
1987, the indebtedness is $394,561.71. On April 3, 1985 the
Hol I i nrakes executed an assignnment of inconme fromreal estate
security in favor of the FnHA. The assignnment concerns royalty
paynments made under the mneral |ease. The FnHA did not record the
assignment with the Monroe County Recorder nor did it file a
financing statenent with the lowa Secretary of State.

First National has nortgage interests in the Hollinrake farm

The nortgages secure a nunber of notes executed by



5
the Hollinrakes in favor of the Peoples National Bank and Trust of
Al bia (Peoples). The debtors also granted Peoples a bl anket security
interest. The security agreenments cover, anpong other things,
accounts, docunents and contract rights. Peoples properly perfected
the agreenents with the Secretary of State. On August 20, 1985 the
Hol I i nrakes assigned to Peoples all proceeds, rents and royalties due
under the mineral |ease. Peoples recorded the assignment with the
Monroe County Recorder on that sane date. The FDIC acquired the
not es, nortgages and assignment after Peoples failed. Later the FDIC
transferred these assets to Cormunity I nvestment Consultants, Inc.
(). Sonetime thereafter CIClI transferred the assets to First
National. The proof of claimfiled by First National on March 6,
1987 evi dences an indebtedness in the anount of $458, 771. 85.

On Novenber 17, 1986 the FLB filed a forecl osure action agai nst
the Hollinrakes in the lowa District Court for Monroe County. On
Decenber 12, 1986 the lowa District Court for Monroe County appointed
Hertz Farm Managenment, Inc. (Hertz) as receiver. On Decenber 18,
1986 the sane court ordered that the Cctober 1986 royalties in the
amount of $15, 251. 82 and the Decenber 1986 paynent in the anount of
$2,100.00 be paid to Hertz. The court also ordered that all future
paynments be nade to Hertz. The coal conpany paid Hertz the Novenber
1986 royalty paynment in the sum of $10,671.44. After the debtors
filed bankruptcy the coal conpany pl aced approxi mately $60, 000.00 in

royalty paynents



in an escrow account.

The Hol Ii nrakes assert the value of the 1339 acres is $133,900. 00
and the value of the 660 acres is $49,500.00. The FLB maintains the
val ue of the 1339 acres is $267,800.00. Both parties rely on
apprai sals in support of their contentions.

DI SCUSSI ON

l.
Secti on 506 Lien Avoi dance

11 U. S.C. section 506(a) provides that an allowed claimof a
creditor secured by a lien on property in which the estate has an
interest is a secured claimto the extent of the value of the
creditor's interest in the estate's interest in the property. Thus
an undersecured creditor's claimconsists of an allowed secured claim
to the extent of the value of the security and an unsecured claimas
to the balance. Inre Hall, 752 F.2d 582, 589 (Ilth Gr. 1985).

Wth certain exceptions, 11 U S.C. section 506(d) provides that "[t]o
the extent that a lien secures a claimagainst the debtor that is not
an all owed secured claim such lien is void".

A section 506 val uation determ nation can profoundly affect a
Chapter 12 reorgani zati on because 11 U S.C. section 1225(a)(5)(B)(ii)
requires that, as of the effective date of the plan, the property
di stributed under the plan nmust not be |less than the anount of a
creditor's allowed secured claim Section 506(a) states that "val ue

shal | be deter-
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mned in light of the purpose of the valuation and of the proposed
di sposition or use of such property, and in conjunction with any
hearing on such disposition or use or on a plan affecting such
creditor's interest." The Code's el astic approach to val ue

determ nations requires that a court take into account the interest
bei ng protected and the context in which a value determ nation is

being made. 3 Collier on Bankruptcy, 8 506.04 (15 ed. 1986). 1In a

Chapter 12 reorgani zation, the interest to be protected is often the
right of a secured creditor to realize the value of the collateral in
which it has a security interest and which the reorgani zed debt or

will continue to use. 1n re Beyer, 72 B.R 525, 527 (Bankr. D

Col 0. 1987).

Howard J. Al eff of Knoxville, lowa conducted the appraisal for
the Hollinrakes. He concluded that the 1339 acres had a val ue of
$100. 00 per acre or a total value of $133,900.00. Aleff relied
sol ely upon the market approach in reaching his conclusion. He
exam ned three conparable sales, of which all were conducted prior to
1987. Cash prices for the sales were $75.00 per acre, $40.00 per
acre and $68.00 per acre respectively. Al eff adjusted the prices of
t he conparabl es upward. He assigned no value to the coal |ease
because of the coal conpany's plans to cease operations on the
Hol | i nrakes' farm Aleff valued the 660 acres at $75.00 per acre for
a total value of $49,500.00. He based his conclusion on the three

conpar abl e sales he used in evaluating the 1339 acres.
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Neill S. Thonpson conducted an apprai sal of the 1339 acres for the

FLB. He valued the land at $200.00 per acre for a total of $267, 800. 00.
He utilized the inconme and mar ket approaches to reach his concl usion.
Thonpson exam ned si x conparabl e sales, of which the [atest occurred on
Decenber 30, 1986. For each conparabl e, Thonpson assigned a value to a
particular type of land. For exanple, he found that the best cropland in
conparable #3 is worth $400.00 per acre and that the pastureland is worth
$45. 00 per acre. Fromthese values he derived values for the different
types of land found on the Hollinrake farm Thonpson al so expl ai ned what
si gni fi cance each conparable sale had on his determ nation. Furthernore,
Thonpson derived a 12. 7% capitalization rate fromone of the conparables
and applied it to income and expense figures fromcroplands on the

Hol linrake farmto yield a value of $451.73 per acre. Thonpson found that
the coal |ease did not add to the value of the farm Thonpson's

conclusions are sunmmari zed as foll ows:

Type of Land No. of Acres Price per Acre
Cropl and
Row Crop 314. 4 $400. 00 $125, 760. 00
Tillable 473.7 200. 00 94, 740. 00
Excavati on 250 65. 00 16, 250. 00
Pasture &
Wbodl and 273. 7 50. 00 13, 685. 00
Far nst ead 1.0 3,975. 00
| nprovenent s 13, 390. 00
Tot al $267, 800. 00

The court finds that the Al eff appraisal |acks any
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meani ngful analysis. In essence, that appraiser sinply conpiled
information and stated a conclusion. He nmade no effort to explain
how or what aspect of that information led to his conclusion. As a
result, the court gives little wight to Aleff's appraisal.

In contrast, the Thonpson apprai sal provided an analysis of the
i nformati on conpiled. Consequently the court can ascertain whether
t he conclusion drawn fromthe information is reasonable. The court
finds that Thonpson's conclusion is reasonable in |ight of the
anal ysis he enployed and the information he gathered. This is not to
say that his appraisal is without fault. |Ideally an appraiser wll
utilize all three of the widely recogni zed approaches to val uati on--
cost, incone and market. Thonpson failed to use a cost approach.
Al t hough the court places enphasis on a market analysis, cost and
i ncome approaches provide useful checks on market concl usions.

Based upon the Thonpson appraisal, the court finds that the val ue
of the 1339 acres is $267,800.00. Wth respect to the 660 acres,
only the Hollinrakes subnmitted an appraisal. Despite the
deficiencies of the appraisal, the court adopts Aleff's concl usion
that the 660 acres is worth $49,500.00. To the extent that any liens
exceed these val ues, they shall be void upon discharge under 11

U. S.C section 1228. C. Mtter of Simmons, 86 B.R 160 (Bankr.

S.D. lowa 1988) (lien avoidance pursuant to 11 U. S.C. 8§ 522
appropriate in Chapter 12 but actual avoi dance conditioned upon entry

of di scharge);
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Matter of Hunerdosse 85 B.R 999 (Bankr. S.D. lowa 1988) (despite

del ay of actual |ien avoidance until discharge, value of exenpt
property woul d be deducted fromall owed secured claim.

Motions for Summary Judgrent

The next issue is who has the superior interest in the coa
royalties. The parties raise a host of subissues in advancing their
respective positions. Before turning to those questions, it is
i mportant to set out the standard the
court must utilize.

Bankruptcy Rul e 7056 provides that Federal Rule of Cvil
Procedure 56 which governs sunmary judgnents applies in bankruptcy
adversary proceedings. The Eighth Grcuit Court of Appeals has set

forth the foll owi ng guidelines:

Summary judgment is appropriate only when the
noving party satisfies its burden of show ng the
absence of a genuine issue as to any materi al
fact and that it is entitled to judgnment as a
matter of law. In reviewing a notion for
summary judgnent, the court nust view the facts
in the light nost favorable to the opposing
party and nust give that party the benefit of
all reasonable inferences to be drawn fromthe
facts. This Court often has noted that summary
judgnent is "an extreme and treacherous

! G ven the ultimte and conbi ned effect of 11 U. S.C. sections 1225, 1226
and 1228, it is doubtful that a section 506(d) action pursuant to Bankruptcy
Rul e 7001(2) is necessary. Rather, a notion to determ ne secured val ue under
section 506(a) and in accordance with Bankruptcy Rules 3012 and 9014 or sinmply
the plan termsetting the value of the secured claimand subject to objection
by the creditor at confirmati on woul d appear to accomplish the sane end in the
context of a Chapter 12 case.
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renmedy, " and should not be entered "unless the
nmovant has established its right to a judgnment
with such clarity as to | eave no room for
controversy and unless the other party is not
entitled to recover under any discernible

ci rcunst ances. "

Foster v. Johns-Manville Sales Corp., 787 F.2d 390, 391-92 (8th Gr.

1986) (citations omtted).

A. Wen did the FLB's interest in royalties attach?

In the absence of any conflict between state | aw and bankruptcy
law, the law of the state in which the property is situated governs

guestions of property rights. Johnson v. First National bank of

Mont evi deo, M nn., 719 F.2d 270, 273 (8th Cr. 1983). The |lowa

Suprene Court has declared that royalties payabl e upon mning coa

are in the nature of rent. Kissick v. Bolton, 112 NW 95, 96 (lowa

1907); Lacy et al. v. Newconb, 63 NW 704 (lowa 1895).

First National argues that the FLB's lien on the royalties did
not attach until the FLB brought a foreclosure action and requested
t he appointnent of a receiver. First National concludes that because
the FLB's foreclosure and request for a receiver occurred after the
Hol | i nrakes assigned the royalties to Peoples, it has priority over
t he FLB.

In support of its argunment First National cites Hakes v. North,

203 N.W 238 (lowa 1925). |In that case, a nortgaqor rented nortgaged
farmand to a third party and then pledged the rents as collatera

for a loan. The nortgagee
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forecl osed in Novenber of 1923, obtained a receiver and clainmed the
rents for 1923 under a provision in the nortgage that provided, in
rel evant part, that "upon comrencenent of any suit to foreclose this
nortgage ... any court ... may appoint a receiver ... to collect the
rents, issues, incone, and profits of [the] prem ses". [1d. at 238-09.
The state suprene court held that such a provision did not operate as
a present lien upon rents but instead operated only upon the
conmencenent of the forecl osure.

Recently, the lowa Suprene Court in Federal Land Bank of QOraha

v. Lower, 421 N.W2d 126 (lowa 1988) found that a conveyance of rents
along with land in the granting clause created a lien on rents upon
execution of the nortgage. The court explained that rents pledged in
a granting clause constituted the primary security for the

i ndebt edness. I n contrast, the court pointed out that a nere pl edge
of rents does not create a lien on the rents upon execution of the
nortgage. Pledged rents serve only as secondary security for

i ndebt edness until a foreclosure is conmenced and a receiver is
request ed.

In this case, a conveyance of rents is contained in the granting
cl ause of the FLB's nortgage. Accordingly, the court finds that the
FLB's lien on the royalties attached upon execution of the nortgage
on Decenber 31, 1974.

B. What rules govern the priority dispute?

First National next maintains that a security interest in rents

nmust be perfected in accordance with the Uniform



13

Commercial Code (UCC). First National bases its argument on |owa
Code section 554.9102(2) which states in part that "[t]his Article
applies to security interests created by contract including pl edge,
assi gnment, chattel nortgage...." The FLB contends that the UCC does
not apply by operation of lowa Code section 554.9104(j) which reads
"[t]his Article does not apply ... to the creation or transfer of an
interest in or lien on real estate, including a | ease for rents
thereunder...". If the UCC did apply, First National's |ien would be
superior since Peoples filed a financing statenent and the FLB did
not .

The I owa Supreme Court cited section 554.9104(j) in finding that
the lowa UCC |ien perfection procedure is not applicable to the
creation of a lien on real estate rents. Lower, 421 N.W2d at 129.

See also In re Standard Conveyor Co., 773 F.2d 198, 204 (8th Gr.

1985) (UCC 9-104(j) expressly precludes security interest in the
under|ying proceeds of a real estate |lease). The Lower court went on
to observe that the UCC |ien perfection procedure found at section
554.9401 (1)(c) was inapplicable under the circunstances because the
court was determining the validity of an instrument as between the
parties to it, not as to any third party. Lower, 421 N W2d at 129.
The Court declined to rule on how a lien on real estate rents should
be perfected. I1d. at 129.

In Federal Land Bank v. Terpstra, B.R ___ Case No. C 87-0063

(N.D. lowa, decided May 26, 1988), the U S. District Court for the

Northern District of |owa held that
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perfection of liens on rents is governed by | owa Code section 558.41

whi ch st at es:

No instrument affecting real estate is of any
validity agai nst subsequent purchasers for a
val uabl e consideration, wthout notice, unless
filed in the office of the recorder of the
county in which the sane lies, as hereinafter
provi ded.

The court discussed the void created by the repeal of the statute

t hat established a recording systemfor chattel nortgages and the

passage of

the UCC which by its own terns does not apply to the

perfection of a lien on rents. See 1965 lowa Acts, ch. 413 section

10102 (repeal ed | owa Code Chapter 556 which governed chatte

nor t gages)

Terpstra

In resorting to section 558.1, the court reasoned:

Notice is the essence of perfection. Here,
where the security interest in rents was not
entitled to be filed and perfected as a UCC
interest in personal property (because it was
for UCC purposes a lien on or interest in real
estate), but was entitled to filing in the
county recorder's office as an instrunent
"relating to real estate,” such filing in the
real estate records results in the sanme type of
notice that perfection under the UCC gives to
personal property security interests-that is
notice to the world of the existence of the
lien.

It follows therefore that when the Land Bank
recorded its nortgage, which conveyed the rents
as primary security for the debt, it perfected
its lien on those cash rents involved in this
case, and the debtor (and the Trustee
thereafter) held those cash rent receipts
subject to the Land Bank's preexisting |ien.

slip op. at 14. First National makes no claim
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that either People's or it was without notice of the FLB lien via
the nortgage that had been filed with the Monroe County Recorder on
January 17, 1975. Thus, under a Terpstra common sense approach, the
FLB's interest in rents should take priority over that of First
National. To this court's know edge, the U S. District Court for
the Southern District of Iowa has not ruled on this issue.
Accordingly, this court will follow the Terpstra anal ysis under the

facts of this case. 2

2 Two weeks before the lowa Supreme court filed its Lower opinion, this
court rendered its decision in Matter of Rief, 83 B.R 626 (Bankr. S.D. |owa
1988). In that case, this court construed an application to sequester rents
and profits as a notion for relief fromstay to conplete perfection. The
application was granted because the creditor held a nortgage that contained a
granting clause regarding rents and profits and had comenced a forecl osure
action and had requested the appointnment of a receiver prior to the filing of
t he bankruptcy petition. The Rief decision pointed out the difference between
a pledge of rents and profits and a granting clause in a nortgage with respect
to attachnent. It distinguished Matter of Spears, 83 B.R 621 (Bankr. S.D.
lowa 1987), aff'd Farm Credit System Capital Corp. v. Spears, No. 87-569-A,
slip. op. (S.D. lowa Nov. 4, 1987), wherein this court denied a creditor's
notion to prohibit the use of cash collateral consisting of rents and profits
because the creditor did not possess a lien in the collateral in issue by
virtue of a pledge of rents and had not conmenced a foreclosure action and
request ed appoi ntnent of a receiver as of the tinme the bankruptcy case was
conmenced

In both Rief and Spears, this court was concerned wi th di sputes between
the debtors and a creditor over entitlenent to rents and profits rather than
with a priority dispute between creditors. This court's agreenent with the
Terpstra analysis should be read narromy. Clearly, the status of the state
| aw regarding perfection of an interest created by a granting clause is not
settled by-virtue of the Lower court's observations. See also |owa Code
section 680.1 (appointment of a receiver). Cf. |lowa Code Chapter 654
(foreclosure of real estate nortgages). Note that |owa Code Chapter 653
(foreclosure of pledges) was repealed by 61 GA Ch. 413, § 10102
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First National additionally argues that the rule articulated in

First Trust Joint Stock Land Bank of Chicago v. Blount, 275 NW 64

(lowa 1937) requires the FLB to look first to the land to satisfy its
claimbefore turning to the rents. First National points to the fact
that nost, if not all, of the FLB's claimis secured by farm and. 1In
Bl ount the nortgage in question did not contain a granting clause
conveyance of rents. Instead it contained a pledge of rents and
profits and a provision for appointnment of a receiver. Noting that
the rents served as "secondary" security in such a case, the court
ruled that rents cannot be utilized until the land is exhausted. |d.
at 66. Blount is distinguishable fromthe present case because FLB's
nort gage contains a conveyance of rents in the granting clause. The
rents therefore serve as "primary" security for the indebtedness.
Accordingly, the FLB is not required to exhaust the land first.

Wth respect to the equitable doctrine of marshalling, First
Nati onal contends that where a senior lienor may reach two sources of
funds but a junior lienor has recourse to only one, the court nay
order the senior lienor to exhaust the other fund first. First

National cites In re Jack Geen's Fashions for Men--Big & Tall, 597

F.2d 130 (8th G r. 1979) in support of its position. First Nationel
does not explain its argunment in light of the undisputed facts. That
is, it has an interest in nore than the coal royalties. According to

its proof of claimfiled March 6, 1987, First
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National also clainms to be secured by a bl anket security agreenent
and real estate nortgages. Accordingly, the equitable doctrine of
marshalling is not appropriate in this case.

C. Do sections 544 and 551 operate to give the debtors a superior

interest in royalties vis-a-vis First National?

A Chapter 12 debtor has the sanme rights and powers of a trustee
with certain exceptions not relevant here. 11 U S.C. section 1203.
The Hol | i nrakes argue that their status as hypothetical |ien
creditors under section 544 permts themto avoid the FnmHA s
unperfected interest in royalties. They further contend that section
551 preserves the FHA's avoided lien for the benefit of the estate
ahead of First National because the FnHA received an assi gnnent
bef ore Peoples received a simlar assignnent. First National
responds by contending that a preserved lien is worthless since the
FMHA's lien is inferior under state law to First National's lien.

See Connolly v. Marine Mdl and Bank, 61 B.R 748, 750 (WD. N.Y.

1986) ("if avoided |lien would have been defeated by the junior
claimants while in the hands of the |lienholders, they are al so
vul nerable in trustee's").

First National bases its contention on |Iowa Code section 558.41
Under First National's theory, the FnHA's assignnment is invalid
because it never recorded its nortgage with the county recorder.
Al so, First National clains it holds an assignnment for val uable
consi deration and wi thout notice of the FrHA's assignnent. The

Hol | i nrakes mai ntain
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that the FnHA' s failure to record its nortgage is not fatal because
First National's predecessor in interest, Peoples, had actual and
constructive notice of the FnHA assignnent. Affidavits submtted by
the parties raise genuine issues of material fact concerning the
notice issue. Thus, summary judgnment is not appropriate with respect
to this issue.

D. Does section 552 entitle the debtors to royalties that accrued
after the bankruptcy petition was fil ed?

The Hol | i nrakes argue that the royalty liens of FLB and First
Nati onal have no force and effect as to royalties that accrued after
the filing date. The Hollinrakes rely on 11 U S.C section 552,

whi ch provi des:
(a) Except as provided in subsection (b) of
this section, property acquired by the estate or
by the debtor after the comrencenent of the case
is not subject to any lien resulting from any
security agreenment entered into by the debtor
bef ore the comencenent of the case.

(b) Except as provided in sections 363,

506(c), 522, 544, 545, 547, and 548 of this
title, if the debtor and an entity entered into
a security agreenment before the conmencenent of
the case and if the security interest created by
such security agreement extends to property of

t he debtor acquired before the comencenent of
the case and to proceeds, product, offspring,
rents, or profits of such property, then such
security interest extends to such proceeds,
product, offspring, rents, or profits acquired
by the estate after the comrencenent of the case
to the extent provided by such security
agreenent and by applicabl e nonbankruptcy | aw,
except to any extent that the court, after
notice and a hearing and based on the equities
of the case, orders otherw se.

This statutory schene in essence neans that a bankruptcy






19
filing severs prepetition security interests with one inportant
exception--security interests in property acquired prior to filing
extend to proceeds of such property acquired by the estate after
filing. The Hollinrakes maintain that the section 552(b) exception
is inapplicable since FLB and First National did not have an
assi gnnment of the coal lease itself. The Hollinrakes seek to draw a
di stinction between an interest in a |lease and an interest in rents
that accrue under a lease. They inply that if these creditors had
interests in the | ease, then the creditors' liens would attach to
postpetition rents because rents are specifically covered under
section 552(b). The Hollinrakes theorize that an assignnent of rents
is a separate security interest not governed by section 552(b).

In support of their argunment, the Hollinrakes cite In re Jackels,

55 B.R 67 (Bankr. D. Mnn. 1985). |In that case dairy farners
granted a |l ender a security interest in cows and assigned a portion
of their monthly mlk check to the I ender. The court found that
section 552(b) did not apply to a m |k assignment because the
assignment is a "separate independent security interest” distinct
fromthe security interest in cows. 1d. at 69. The court further
observed that the bank did not present any evidence that the security
interest in the cows covered products. However, the court concl uded
that mlk was not a "product” as that termis used in a "security
interest"” context. Id. at 69.

A case nore on point is Inre AQiver, 66 B.R 426
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(Bankr. N.D. Tex. 1986). There a bank held prepetition [iens on
| and that the debtors | eased postpetition to farnmers on a cash and
crop share basis. One of the questions before the court was whet her
the debtors were entitled to the rents pursuant to section 552(a).
The debtors asserted that rents should be anal ogi zed to crops which
if planted postpetition are not covered by prepetition liens. 1In
rejecting this argunent, the court stated:

Wiile the Debtors argue that it is illogical to

all ow themthe benefits of postpetition crops

they planted, but to deny themthe benefits of

postpetition rentals for crops grown on their

property, the distinction between the two

situations is clear. Postpetition crops are

produced as a result of capital and | abor

i nvested by the Debtors postpetition and clearly

constitute afteracquired property. On the other

hand, rents are specifically nmentioned in §

552(b) and are acquired by the Debtors as a

result of ownership of property upon which the

creditor has a lien. Mniml activity is

expended by the Debtors in order to generate the
rents. ..

Id. at 428.

Section 552(b) applies to this case because FLB and First
Nati onal acquired nortgages on property of the Hollinrakes prior to
t he bankruptcy filing. The nortgages contain granting clauses with
respect to rents. As discussed earlier in this decision, the concept
of rents includes royalties under lowa | aw. Accordingly, it is not
necessary to address the distinction raised by the Hollinrakes.

Thus, the court concludes that the creditors liens are not cut off by
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section 552 (a)

The Hol | i nrakes further argue that in the event the court rules
that the creditors' prepetition liens extend to postpetition
royalties, the court should limt the lien's effect under the
"equities" clause of section 552(b). Although the above quoted
| anguage fromthe Aiver case casts sone doubt on the nerits of the
Hol I i nrakes' argument, an equities determ nation under 552(b) nust be

made on a case by case basis. In re Vanas.. 50 B.R 988, 997 (Bankr.

E.D. Mch. 1935). The court nust bal ance "the expenditures of tine,
| abor, and funds relating to the collateral, the relative position of
the secured party, and the overall rehabilitative thenme of bankruptcy

law." In re Lawmwence, 41 B.R 36, 38 (Bankr. C D. Mnn. 1984).

Courts are nore inclined to assist the debtor through the equity
exception where the creditor whose interest is being nodified is

oversecured. In re Goves Farns, Inc., 64 B.R 276, 278 (Bankr

S.D. Ind. 1986). Wether the equities of the case warrant curtailing
the effect of the creditors liens raises a genuine issue of materi al
fact.
CONCLUSI ON AND ORDER

WHEREFORE, based upon the foregoing di scussion, the court finds

t hat :
1. The val ue of the 1339 acres and the 330 acres is

$267, 800. 00 and $49, 500. 00 respectively and that any liens that
exceed those values wll be voi ded upon discharge;

2. The FLB's lien on the royalties attached upon
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execution of the Decenber 31, 1974 nortgage;
3. The FLB's interest in the royalties is superior to that of

Fi rst Nati onal

4. The FLB is not required to exhaust the | and before
resorting to the royalties to satisfy its claim;

5. Whet her the Hol I inrakes' status as hypothetical |ien
creditors under 11 U S.C. section 544 gives them a superior interest
in the royalties vis-a-vis First National entails a genuine issue of
material fact; and

6. Whet her the equities of the case under 11 U. S.C. section
552(b) warrant curtailing or mnimzing the effect of the FLB's and
First National’s liens in the royalties presents a genuine issue of
material fact.

THEREFORE, the court orders that:

1. The Hol | i nrakes' notion for summary judgnent is denied,;

2. First National's cross-notion for sumary judgnment is
deni ed; and

3. The FLB' s cross-notion for sunmary judgnent is granted.

Si gned and dated this 31st day of Cctober, 1988.

LEE M JACKW G

CH EF U.S. BANKRUPTCY JUDGE



